
COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In t h e  Matter of: 

THE EFFECTS OF THE FEDERAL TAX REFORM ACT OF ) 
1986 ON THE RATES OF CINCINNATI SMSA CASE NO. 9792 

O R D E R  

On September 27, 1986, the Congress of the United States 

passed one of the most sweeping t a x  reform acts in over 40 years. 

The Tax R e f o r m  A c t  of 1986 was signed by the President on 

October 22, 1986. A s  a result of this action, corporations in 

high t a x  brackets, with t a x  years  ending on and after J u l y  1, 

1987, will realize a direct reduction in the effective income tax 

rate. 

Normalized income taxes are a significant component of the 

cost of service of utilities. When the appropriate level of taxa- 

ble income is determined in utility rate cases, the Commission 

allows an equivalent amount of revenues to cover t h e  associated 

state and federal income taxes. Thus, t h e  lowering of the tax 

rates under the T a x  Reform A c t  ehould r e s u l t  in e u h a t a n t i a l  coat  

savings to utilities in Kentucky. 

The Commission is of the opinion that in order to reflect the 

revenue effects of the Tax Reform Act in consumer rates as expedi-  

tiously as p o s s i b l e ,  a proceeding should be established for each 

utility with groas revenue i n  exce8a of $ 1  million. The 
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Commission is establishing cases €or only the largest utilities at 

this time because the potential exists for large reduct ions  in 

costs. Many smaller utilities' rates w i l l  not be affected at all 

by the Tax Reform A c t  since they are Subchapter S corporations for 

tax purposes. Publicly owned utilities w i t h  gross revenues less 

than $1 million will be reviewed by the Commission and proceedings 

may be initiated at a later d a t e .  The effects of t h e  Tax Reform 

Act will be considered in the general rate cases of public 

utilities in the future. 

The Commission is further of the opinion that the proceedings 

in which these revenue effects  will be recognized in rates should 

be conducted for the sole purpose of reflecting the effects of the 

Tax Reform Act. T h e  Commission has selected t h i s  approach for the 

following reasons. 

F i r s t ,  it would be extremely cumbersome and expensive for the 

Commission to simultaneously initiate rate cases covering all 

utilities affected by this O r d e r .  Many utilities may not wish to 

incur t h e  time-consuming and expensive task of preparing a com- 

plete rate case at this time. A proceeding that recognizes only 

the effects of the Tax Reform Act would minimize the time and 

expense of both the Commission and t h e  utilities. 

Secondly, the Commission does not view retaining t h e  savings 

that result from t a x  reform a8 a proper way for a utility to 

improve its earnings. Likewise, if the Tax  Reform Act should 

result i n  major cost Incroamea, these costs  ahould be recognized 

in rates expeditiously. If, aside from the Tax Reform A c t ,  a 

utility feels that its rates are insufficient, it has the  
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discretion by statute to file a full rate case with the 

Commission. By initiating this case the Commission is in no way 

prohibiting or restricting any utility from filing a rate case 

encompassing a l l  rate-making issues in a separate proceeding. 

Finally, by initiating limited cases for every major utility, 

the expertise of all interested parties can be pooled to assure 

that all aspects of the Tax Reform Act are fairly reflected in 

utility rates. 

Under transitional rules of the Tax Reform Act, taxpayers 

with fiscal years overlapping the July 1, 1987, effective date 

will prorate the new tax rates and use blended t a x  rates, Thus,  a 

calendar year taxpayer will pay an effective rate of 40 percent in 

1987, and the full 12 percent reduction in the top tax bracket 

w i l l  not be reflected in tax returns until after January 1, 1 9 8 8 .  

The impact of the Tax Reform A c t  will, in effect, be realized 

January 1, 1987, for taxpayers with fiscal years ending after 

July 1, 1987. The Commission, therefore, is strongly considering 

making rate adjustments effective January 1, 1987. 

A s  a part of its testimony and supporting documentation in 

t h i s  case, Cincinnati SMSA ("Cincinnati SMSA")  should address all 

aapecte Of the Tax Reform Act including the rate implementation 

date of January 1, 1987, and phase-in of rates reflecting the full 

t a x  reduction on January 1, 1988, for calendar year taxpayers. 

Furthennore, the historical test period for purposes of this 

proceeding should be the 12-month period ending no more than 90 

days from the date of filing. 
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Since the intent of the Commission is to limit the controver- 

sial issues in this case to the passing on oE costs or savings 

resulting from the Tax Reform Act, the  Commission proposes for 

telecommunicatj.ons companies to consider two rate design options 

involving local exchange carriers (“LECa”). Firat, t h e  Commission 

will consider a change in local exchange access rates equal to any 

savings or costs resulting from t a x  reform. Therefore, each LEC 

should file revised local exchange access t a r i f f s  that equitably 

distribute any savings or costs among rate groups and customer 

classes, as well as supporting billing analysis information. 

In a d d i t i o n ,  the Commission will consider a change in intra- 

LATA message toll service (”MTS”) rates. Therefore, South  Central 

Bell Telephone Company (“SCBR) should file a revised MTS schedule 

and intraLATA settlement plan that changes the intraLATA 

settlement pool and each LEC’S intraLATA settlements in an amount 

equal to any savings or costs resulting from tax reform, as well 

as necessary supporting priceout data related to the intraLATA 

pool and each LEC’S intraLATA settlements. 

In the case of interexchange carriers ( “ I X C ” ) ,  the Commission 

will consider changes in HTS and MTS-type services in an amount 

equal to any cost savings resulting from tax reform. Theraforo, 

each IXC under the jurisdiction of the Commission should file 

revised MTS schedulea and supporting priceout data .  

In the cases of WATS resellers, cellular telephone, radio- 

telephone, and paging companies subject to the jurisdiction of the 

Commission, the Cornmission will consider company option rate 

proposals that equitably change rates in an amount equal to any 
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s a v i n g s  or costs r e s u l t i n g  f r o m  t a x  r e f o r m .  T h e r e f o r e ,  e a c h  

company s h o u l d  f i l e  i t s  preferred r a t e  proposal,  a l o n g  w i t h  

s u p p o r t i n g  b i l l i n g  a n a l y s i s  i n f o r m a t i o n .  

I n  order t o  comply  w i t h  i ts s t a t u t o r y  r e q u i r e m e n t s ,  t h e  

Commiss ion  is g i v i n g  t h i s  n o t i c e  t h a t  t h e  r a t e s  c u r r e n t l y  being 

c h a r g e d  by t h e  a f f e c t e d  u t i l i t i e s  a re  s u b j e c t  t o  c h a n g e  as of 

J a n u a r y  1, 1987. S u c h  c h a n g e  i n  rates w i l l  be b a s e d  on t h e  over- 

a l l  i m p a c t  o n  t a x  e x p e n s e  t o  e a c h  company r e s u l t i n g  f r o m  t h e  T a x  

R e f o r m  A c t .  B e c a u s e  t h e  e f f e c t  o n  ra tes  w i l l  n o t  be known u n t i l  

t h e  c o n c l u s i o n  of t h i s  p r o c e e d i n g ,  a n d  w i l l  be different for e a c h  

company, t h e  exact c h a n g e  i n  ra tes  c a n n o t  be determined a t  t h i s  

t i m e .  F u r t h e r m o r e ,  b e c a u s e  of t h e  immediacy  of t h e  s i t u a t i o n ,  t h e  

e f f ec t ive  da te  of t h e  T a x  Refo rm A c t  of J a n u a r y  1, 1 9 8 7 ,  a n d  t h e  

need to address these issues expeditiously, t h e  Commission has  

d e t e r m i n e d ,  a s  prov ided  i n  K R S  2 7 8 . 1 8 0 ,  t h a t  a not ice  per iod of 20 

d a y s  is r e a s o n a b l e .  

I T  IS THEREFORE ORDERED t h a t :  

1. This case be a n d  it h e r e b y  is o p e n e d .  

2 .  C i n c i n n a t i  SMSA be a n d  it h e r e b y  is p u t  o n  n o t i c e  t h a t  

its rates are s u b j e c t  t o  c h a n g e  t o  re f lec t  t h e  e f f e c t s  of t h e  T a x  

R e f o r m  A c t .  

3. C i n c i n n a t i  SMSA s h a l l  f i l e  w i t h i n  4 5  d a y s  f rom t h e  d a t e  

of t h i s  O r d e r  its p r e p a r e d  t e s t i m o n y ,  w i t h  d e t a i l e d  s u p p o r t i n g  

d o c u m e n t a t i o n ,  o n  t h e  e f f e c t s  of t h e  Tax R e f o m  A c t  a n d  t h e  

s p e c i f i c  issues a d d r e s s e d  i n  t h i s  O r d e r  i n c l u d i n g :  
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A. The rate implementation date of January 1, 1987. 

6 .  The flow-through of the effects of the Tax Reform 

Act . 
C. The phase-in of rates reflecting the full t a x  reduc- 

tion. 

D. Rate des ign .  

4. Cincinnati SHSA ehall file the appropriate rate 

8Chedule(6) indicated in t h i s  Order bearing no effective date and 

reflecting the amount of t h e  t a x  savings, w i t h  supporting documen- 

tation. 

Done a t  F r a n k f o r t ,  Kentucky,  t h i s  11th day of December, 1986. 

PUBLIC SERVICE COMMISSION 

ice ChaFrman 

ATTESTr 

Executive Director 


